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CONTRACT TERMINATION 


By Lieutenant-Colonel Paul A. Wilks, 


Springfield Ordnance District 
Springfield, Mass. 


Background of Subject 


Y bag TERMINATION problem first arose about April, 1942. 

Up to that time all terminations of contracts had to be approved 
by the General Accounting Office. Because of that, the data that 
had to be assembled was voluminous. Any of you who have cost- 
plus-fixed-fee contracts have an idea of what we mean by that. 
Your invoices, purchase orders, freight bills, shipping tickets, etc., 
—original copies of everything—must be assembled to substan- 
tiate a claim, whether it amounts to a dollar or a million dollars. 
Just think what would happén if we cancelled the approximately 
240,000 War Department contracts outstanding. It was realized 
in April, 1942, that the condition was fast becoming unbearable 
and would become absolutely so as terminations increased. 


The Legal Branch of the Office of the Chief of Ordnance went 
to work on the problem and came up with the idea of negotiated 
settlements. This was agreed to by the Judge Advocate General, and 
then passed along to the Secretary of War and approved by him. 
Out of his approval came a delegation of authority. The Secretary 
of War couldn’t do the whole job, of course, so the responsibility 
for termination was vested, in the last analysis, in the contracting 
officer who signed the contract. No contracting officer of any dis- 
trict of any size can personally assume all the work in connection 
with the termination of a contract. He is aided by the men in his 
organization—the negotiator handling the settlement, representa- 
tives of the Fiscal Branch, Legal Branch, and anyone else he 
wishes to call upon. 


The real savings from this negotiated settlement plan are two. 
First of all is the fact that if the negotiations are carried on as 
they should be, and as they are in most cases, there is a minimum 
of hard feeling and disagreement. Second, there is no need for the 
collection of huge piles of data supporting payments. The only 
evidence that is sent to the General Accounting Office on a nego- 
tiated settlement is the legal document which states the fact that 
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on a given contract such and such a settlement has been made. Th 
You submit your claim, we check it, and we reach an agreement na 
with you. Then we pay it, and unless some evidence of fraud is = 
found that will be the final work on the subject. hai 
Recently we have been seeing statements in the newspapers that spe 
the Comptroller General does not fully agree with the principle of sa 
negotiated settlement as just outlined. We do not know whether oct 
he desires complete audits of all terminations with the resulting the 
mass of supporting data or whether something less will suffice. 
For the benefit of all concerned a prompt and final decision on this -_ 
matter should be had. 
Termination Article in Contract 
The present standard article was authorized about seven months 
ago. With minor exceptions, it can be added by amendment to any 
existing contract for supplies to be furnished at a fixed price. If I 
the contract which you now have, and which is about to be termi- to | 
nated, does not include this present standard article, probably you you 
have the right to ask for its inclusion as a supplement to the wa) 
original contract. The contract then can be terminated by a nego- I 
tiated settlement. tert 
In general this article provides among other things : Act 
1. For the payment to the contractor at contract price for all ca 
supplies, etc., completed or to be completed, and to which a 
the Government takes title. som 
2. For a negotiated settlement. ‘st 
3. For the accumulation of the necessary data and informa- mon 
tion to allow the contracting officer to make a decision Laue 
based on facts. Under this head will come the necessary a 
auditing by a government man and, possibly, by independ- = 
ent accountants. If independent accountants are used, the the 
Government will reimburse the contractor for those 
services. a 
4. For partial payments on claims. 9 
5. For the disposal of inventory. “ae 
Springfield Ordnance Procedure will 
Before we get into details, I will give you a brief outline of the c 








procedure that we in the Springfield Ordnance District follow. 
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The procedure is fairly close to that followed by any other Ord- 
nance District. We feel that, in general, termination is procure- 
ment in reverse. Therefore, the Commodity Branch which nego- 
tiated the contract is responsible for its termination; it will be re- 
sponsible for the collection of data and facts which will be used 
as the criteria on which the contracting officer will make final 
settlement. The Commodity Branch is aided by representatives of 
the Legal and Fiscal Branches. 

I should like to quote this sentence from the Springfield Ord- 
nance District Order: 


It should be recognized, furthermore, that it is worth many 
dollars to have a contractor satisfied with the handling of a 
settlement, in order that he and his subcontractors will will- 
ingly undertake more Ordnance work. 


In coming to a final agreement on a contract termination we try 
to be as flexible within the rules as we possibly can. I can assure 
you that you will find us willing to give assistance in any possible 
way, but the request for such assistance must come from you. 

It should be made clear that because one of your contracts is 
terminated it does not mean that your work has been unsatisfactory. 
Actual experience gained by using a given product under field 
conditions often shows the necessity for basic changes in its con- 
struction. Unexpected developments in the War often cause a need 
for more of some pieces of equipment and less of others, hence 
resulting in terminations of existing contracts. Our prime effort 
is to use the available equipment for the goods most needed under 
current conditions. Therefore, often a termination of one of your 
contracts will release your equipment for other material more 
urgently needed, 

The first notice that the District gets comes from the Office of 
the Chief of Ordnance and is sent to the Commodity Branch re- 
sponsible for the contract in question. The Commodity Branch 
then decides at what point the contract shall be terminated. Then, 
having reached this decision, the formal notice is sent to the con- 
tractor. The man who is in charge of negotiating the settlement 
will get in touch with the contractor as soon as possible. He will 
outline the procedure to be followed and will offer to help in any 
possible way. (This help will concern itself more with the form 
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in which the necessary data is to be presented than with the sub- 
stance. ) 

The contractor will be asked to present a statement of charges 
incurred in connection with the termination. Certain details must 
be covered in such a statement and it is at this point that the help 
of the government negotiator is most useful. 

The statement of charges will be discussed, audited to the ex- 
tent felt necessary, and an agreement will be reached between you 
and the negotiator. The negotiator then brings that agreement be- 
fore the Award Board in the District. The Award Board will ask 
such questions as these: What check has been made of the sub- 
mitted figures? What type of accounting system is employed in 
the plant? If the report states that it is a good system, a recog- 
ognized system, the Board will take the figures without too much 
checking. The Board will want to know what has happened to 
the products, raw materials, or facilities. It will ask for any 
other unusual facts. If the Government has paid you for any 
facilities, then the title has to be passed on to the Government. 
That sounds like a rather long proposition. It isn’t. We have had 
terminations approved within 24 or 48 hours after submission. 

Upon approval, the Legal Branch draws up the supplemental 
agreement, the Fiscal Branch prepares the voucher which covers 
the payment to be made, and both the voucher and agreement are 
sent to the contractor for signing. After signing, they are returned 
to the District, where a final check is made and steps taken to have 
authorized payments made by the Finance Office. 


ACCOUNTING PROBLEMS UNDER A NEGOTIATED TERMINATION 


Inventory Method Compared with Total Cost Method 


Under the inventory method a settlement is based upon an in- 
ventory taken and priced in detail, to which is added a proper 
allowance, based on the work done, for profit on the incompleted 
portion of the contract. This method is best used when produc- 
tion under a contract is well along at the time of termination and 
an adequate accounting system is in operation, which will allow 
suitable segregation of expenses. The total cost method is some- 
what different. Under this method we take all the allowable costs 
incurred to the date of termination. To this cost base is added an 
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allowance for profits and from it is deducted ‘any payments made, 
or to be made, for completed units. This method is best used where 
there has been practically no production under a contract or where 
the accounting system provides no basis for the proper pricing of 
work-in-process inventories. Those two methods are alternatives, 
although I think that up to the present the majority of the cases 
have been worked through on the inventory method. 


Taking and Disposal of Inventories 


A physical inventory should be taken at the time of termination. 
Your termination notice will give you the cut-off date. From that 
you know when to go to work on the inventory. If settlement is 
made on the inventory method, pay particular attention to the 
physical quantities of goods in the inventory. If settlement is 
made on the total cost method, then make sure that you have all 
your items there. We are talking of dollars rather than units. To 
that base figure will be added other charges. 

The pricing of inventories should be in accordance with the con- 
tractor’s past practices. The Government does not like to feel that 
it is a special customer of yours, but desires the same treatment 
from you that your other contractors would get. Before you take 
your inventory the Government wants to know how you are going 
to do it, so that it can be reasonably sure that every safeguard is 
being taken to produce an accurate figure. Of course, the inven- 
tory must include only those items which are applicable to that 
particular termination. 

Disposal of inventoried items is a matter on which the Ordnance 
Department has specific ideas. The best exposition of the Ordnance 
stand is, I believe, contained in the following quotation from an 
article by Lt.-Col. Harold Shepherd (Army Ordnance Report, 
August 9, 1943): 

It is the settled policy of the Ordnance Department to 
avoid as far as possible the Government’s taking title to any 
contractor-owned inventory or facilities upon the termination 
of contract. The advantages to the Government—and to the 
national economy as well—of this policy are obvious. The 
language of the Termination Article provides broad and 
ample authority for any contracting officer to authorize or 
direct the contractor to sell or retain at a price approved by 
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the Contracting Officer inventory and material. These in- 
ventories of materials, supplies, parts, and work-in-process 
must be utilized promptly in war production in the most effi- 
cient manner possible. Much of this material is critically 
needed by other war manufacturers and producers, and it 
must be made available at the earliest possible moment for 
use in the execution of war work. This usually can best be 
accomplished by disposing of inventories promptly, either 
through the same industrial organization which acquired or 
produced them, or through other recognized industrial chan- 
nels for the particular type of material in question. 


One of the biggest of the early terminations concerned a middle- 
west corporation and involved a total value of well into the millions. 
In addition to the prime contract, there were literally hundreds of 
subcontracts involved. When the negotiations reached a dead stop, 
a group from Washington joined various people in Chicago and 
the matter was discussed. The key problem seemed to be the dis- 
position of the inventory. The contracting officer in that case 
authorized the contractor verbally (and backed it up within 24 
hours by letter) to sell the various types of products which he had 
in his possession at any price he could get ranging from 30 per 
cent off from cost to scrap value. In effect, he was told to get what 
he could, even though it were only scrap value, but to get rid of 
the inventory. Within two weeks that matter was well along to- 
ward settlement, and that particular contract was one of the 967 
terminations that were cleared up by the middle of June of this 
year. 


Allowable Costs 

The Government desires the same treatment in accounting as 
is regularly given other customers of the contractor. Therefore, 
the government auditor is interested in the general system em- 
ployed, as well as the validity of the specific items in connection 
with the proposed settlement. 

We have made surveys of accounting systems of contractors 
who we thought might have terminations at some time. If we can 
get a general outline of your system now, it will save time later on. 
There was a time when we were going to do that as a “fill-in” job, 
but lately we don’t have much time for such jobs. 
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The following items of cost are usually allowable: 










































> in- 

cess a. Direct charges to the contract and a proper proportion of 
effi- overhead. 

cally b. A reasonable allowance for depreciation, which would in- 
ad it clude wear and tear on your equipment and ordinary ob- 
: for solescence. The fact that you have a Certificate of Neces- 
st be sity does not necessarily mean that we will allow 20 per 
ither cent depreciation. 

dor c. The cost of designing and producing special tooling for 
han- this particular contract. 

d.. If you can prove that there has been loss of useful value 
idle- in your facilities during the performance of the contract, 
ae then special allowances can be made for obsolescence. In 
ay 99 out of a 100 such cases, we have to be sure that the 
stop, title passes to the Government. It may be that we can 

pies use the equipment elsewhere or get scrap value. 


de e. In no event shall the total of the amounts allowed under 
(c) and (d) be greater than the contract price payable 
had the contract been completed, less the amount of all 
had costs which it is estimated would have been rquired to 
perform the contract completely, excluding from costs. 





fs any allowance under (c) and (d). 

d of f. Advertising expense is not allowable as a direct charge. 

 to- On the other hand, a proportion of your advertising ex- 

967 pense for institutional advertising is allowable. 

this g. We will allow experimental and research charges appli- 
cable to the contract, particularly if your method of dis- 
tribution of such charges is in accordance with recognized 
accounting principles. 

g as h. We will allow a proper proportion of franchise taxes and 

fore, excise taxes, including the declared-value Federal Cap- 

= ital Stock Tax. We are not interested in the declared- 

tion value excess-profits tax. 

i. We will allow accounting, legal, clerical, and other ex- 
tors penses in connection with the termination of the contract 
oo and subcontracts applying thereto. The only exception is 
Page the cost of such services which you might incur in con- 
job, nection with litigation of claims against the Government. 
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This is a rather general list of the charges which we will accept. 
It is a general statement because individual conditions may alter 
almost any of these cases, but in most cases it would hold. 





































In connection with the item of institutional advertising we had 
an interesting case in a Connecticut organization where the con- 
tractor’s normal peacetime production was counting equipment 
used primarily in the textile business. Two contracts were termi- 
nated and we found in both a rather heavy charge for advertising. 
Included in that charge was the expense of advertising in “Life” 












and “Time.” We disallowed the charge because we felt that ad- : 

vertising in “Life”. and “Time” was pretty general. Such adver- f 

tising would not reach the people who would normally be interested hs 

in purchasing that concern’s peacetime production. Ri 

At a discussion arranged by representatives of several Ordnance 

Districts this particular advertising problem was discussed. It was ter 

pointed out that possibly the matter could have been settled, not it 

from the viewpoint of the advertising medium employed but from ha 

the standpoint of total dollars of advertising expenditures in the W 

current year as compared with expenditures over a period of av- m 

erage business in the past. In other words, if the total dollar ex- set 

penditures had not increased this year compared with past years, pa 

or if the percentage of advertising to sales had not increased, it or 

would have been possible and proper to have allowed full credit tor 
for the advertising expenditures in “Life” and “Time.” 

vic 

Non-Allowable Costs cel 

a. Losses on other contracts, losses from sales or exchanges me 

of capital assets, legal and accounting fees in connection in 

with reorganizations, anti-trust litigation and prosecution an 

of federal income tax claims or other claims against the cet 

Government, losses on investments, provision for contin- col 

gencies, and fines and penalties arising from failure to su 

perform government contracts are not allowable costs. cla 

b. The expense of conversion of the contractor’s facilities to Pr 

uses other than performance of the contract is also ex- | 

cluded. the 

c. Expenses found to be due to the negligence or willful “ 

failure of the contractor to discontinue with reasonable ie 
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promptness the incurring of expenses after the effective 
date of the discontinuance notice are not allowed. 

d. Also excluded are costs found to have been incurred in 
respect to facilities, materials, or service purchased, or 
work done in excess of the reasonable quantitative re- 
quirements of the contract after fair allowance for spoil- 
age in manufacturing. 


In connection with the inclusion or exclusion of various costs in 
a negotiated termination, I should like to point out that it is the 
policy of the Ordnance Department not to let a large settlement 
hang over for a small amount arising from a difference of opinion. 


Relations with Subcontractors 


This is a question which arises frequently in connection with 
termination and provokes a great deal of discussion. In general, 
it may be said that the Government does not consider that it 
has any direct connection with the termination of subcontracts. 
We feel that the prime contractor should arrange his own settle- 
ments and include an amount paid or promised in his proposed 
settlement. The Government reserves the right to check into any 
payment to a subcontractor which seems sharply out of line, and if 
ordered to do so by the contracting officer, the government audi- 
tors will make an audit. 

Sometimes the government representatives can and will give ad- 
vice to a subcontractor in preparing his claim. Moreover, in can- 
cellations involving a large number of subcontracts the Govern- 
ment may help the prime contractor formulate his general policies 
in connection with the terminating of these contracts. For ex- 
ample, a representative of the Fiscal Branch of this district re- 
cently made a trip to Pittsburgh with a representative of a prime 
contractor and his private accountants to discuss with a large 
subcontractor the procedure under which he would prepare his 
claim against the prime contractors. 


Profits 


On the completed product profit is considered to be covered in 
the price paid. We pay for all completed units and any profit made 
on them is yours and is out of the termination picture where the 
inventory method is used. 
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It is our opinion that a fair proportion of losses sustained as 
well as profits gained should be included in payments made for 
completed units. This may be illustrated by a recent termination in 
the Springfield Ordnance District. It was shown that extra ex- 
pense had developed on one of the operations, due to faulty equip- 
ment. It was decided that only that proportion of the extra expense 
represented by the incompleted portion of the contract would be 
allowed in the termination settlement. In other words, the prod- 
uct completed and paid for should bear its share of the extra 
charges even though this inclusion resulted in a loss instead of a 
gain for the contractor. 

The amount of profit to be allowed on the incompleted portion 
of the terminated contract is one of the most touchy points in the 
negotiations. First, it was felt definitely that no profit would be 
allowed on any portion of the incompleted contract unless the con- 
tractor himself had actually performed the work. This would 
tend to exclude an allowance for profit on raw materials or fin- 
ished parts purchased from the outside on which the contractor 
had performed no further work. The manual on terminations 
does not repeat the statements just made, but it does not give any 
other solution to the problem. Therefore, each individual case will 
have to be settled on its merits and a decision given which seems 
to apply most fairly for all concerned with the given decision. 

If the contract is being produced at a loss no profit can be 
allowed, but the contractor will be reimbursed on incompleted por- 
tions for all allowable expenditures, provided the total settlement, 
exclusive of costs incurred after the date of termination and the 
amount paid for completed units, does not exceed the total of 
the contract. The Government does not feel that the prime con- 
tractor should realize profits on terminated subcontracts. 


Partial Payments 

Many contractors in these days have very limited working cap- 
ital. They have a vastly expanded business but working capital 
has not expanded as fast as the business. A termination may mean 
a real hardship, particularly if the termination of one contract is 
followed with the awarding of another contract on which expen- 
ditures will have to be made before the money comes in. 
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Partial payments on terminations is the solution now being used 
to meet this condition. You present your termination charges, and 
while there will be discussions about some charges, it is almost 
inevitable that there will be certain items on which there is no dis- 
agreement. The Ordnance District is glad to make partial pay- 
ments covering such items, although the payments will be made in 
round figures without specifying exactly what they covered. The 
total payment under a termination will be the exact total of the 
negotiated settlement and may or may not be a round figure. 

Partial payments are handled in the same way as complete pay- 
ment, that is, through supplemental agreements to the original 
contract. 


Position of Accountant in a Negotiated Settlement 


The private accountant prepares the proposed settlement to be 
presented to the Government by the contractor. He can help by— 


a. Checking the accounting system to see that it conforms to 
accepted practice. 

b. Assuring himself that the Government receives the same 
treatment as other customers. 

c. Preparing the termination charges as promptly as pos- 
sible, and including only allowable charges. 

d. Seeking aid from government sources if help is needed 
in method of presentation, etc. 


The government accountant performs whatever audits are 
deemed necessary by the contracting officer. In doing this work, 
he should try to— 


a. Obtain a knowledge of the contractor’s accounting system. 

b. Give what advice he can, if requested by the contractor. 

c. Make selective audits whenever possible, in place of de- 
tailed checks. 


d. Present facts to the contracting officer, or his represen- 
tative, on which the final decision can be based. The gov- 
ernment accountant does not make the decision in a ne- 
gotiated settlement. He secures the facts, but the nego- 
tiator and the contracting officer make the final decision. 
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Conclusion Th 
I have tried to give you a picture of the termination procedure ( 
from the government side of the fence. I have tried to point out the 
that insofar as the interpretation of regulations is concerned, we out 
try to be fair. We try to be flexible, and we try to work with as len 
much speed as possible, but we can’t do the whole job. We can’t ave 
work until you give us something with which to work. This means gor 
that you, as private accountants, can assist in preparing figures cor 
upon which the negotiated decision can be based. Like everything ter 
else in this War, it is a team proposition. We are one member of of 
that team; you are another—and only by working together cn ver 
reasonable settlements be reached, promptly and amicably. cot 
has 

set 

tial 

COST PROBLEMS IN CONTRACT TERMINATION Tt 
By Herman C. Heiser, Controller, 

Crown Can Co., Philadelphia, Pa. ow 

[* DISCUSSING cost problems in contract termination, one bi 
must recognize that the problems arise out of specific contract ms 


situations. There are many such situations, each one of which may 
give rise to a more or less different set of problems. Thus, the 
contracts may be fixed-price contracts or CPFF contracts; they 
may be supply contracts or facility cotitracts. There are cases both 
of fixed-price and CPFF contracts where the entire plant is oper- 
ating on one contract. There are other cases where the entire plant 
is operating on several contracts, either with one department of the 
Government or several departments, and there are still other 
cases where the plant is working on both government contracts and 
commercial work. Furthermore, in many of the above cases, we 
may have contracts which are terminated by reason of their com- 
pletion ; we may also have contracts which are terminated for the 
convenience of the Government after partial completion (that is, 
a reduction in the quantity to be produced), and finally we may 
have contracts which are terminated for convenience which never 
got into production. 
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The Typical Situation 



































ure Obviously the space available will not permit me to cover all of 
out the problems which may arise from the various types of situations 
we outlined. Accordingly, let us limit our consideration to the prob- 
as lems arising out of situations which I believe are common to the 
n’t average company. Such a.company does both commercial and 
ins governmental work, uses fixed-price contracts and has already had 
res contracts terminated under the three conditions outlined, namely, 
ng termination by reason of completion, termination for convenience 
of of the Government during production, and termination for the con- 
“n venience of the Government (and also for the convenience of the 
company) before production was begun. 
, I should like to point out at this time that the War Department 
has provided for two methods of settlement, namely, negotiated 
settlement and the formula settlement. We shall discuss the nego- 
tiated settlement. 
. Two Alternative Methods 
There are two alternate methods of calculating the contractor’s 

own costs applicable to the uncompleted portion of the contract. 
oa These methods are the inventory method and the total cost method. 
ct The inventory method is described in (Paragraph 15-446) Pro- 
ry curement Regulation 15 as follows: 
he Costs applicable to the uncompleted portion of the contract 
oy may be determined by pricing the inventory in detail. The 
th profit allowance, if any, is then added. This method is here- 
r- inafter referred to as the inventory method. It is especially 
nt practicable when the inventory consists largely of purchased 
1€ materials and parts on which little or no work has been per- 
T formed. The method is also acceptable when there is a sub- 
d stantial amount of work in process and thoroughly depend- 
e able unit cost information is available to price such work in 
1- process accurately. 
: The total cost method is described thus : 
y In the absence of such unit cost information and particu- 
T larly when the contract is terminated in the early stages of 






performance, there may arise serious problems in determin- 
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ing a fair basis for the detailed pricing of the inventory. An 
alternate method of computing the contractor’s own costs ap- 
plicable to the uncompleted portion of the contract may be 
utilized to meet these problems. The costs incurred on the 
entire contract to date of termination are summarized and 
a profit allowance, if any, applicable to these costs is added. 
Deduction is then made for all payments previously made or 
to be made by the Government for completed units. This 
method is hereinafter referred to as the total cost method. 
It is particularly useful when it is difficult to segregate costs 
between the completed and uncompleted portions of the con- 
tract. Inasmuch as this method of computation of an ac- 
counting guide for the assistance of the contracting officer 
involves the use of an estimated rate of profit, its accuracy is 
in part dependent upon the accuracy and fairness of such 
estimate. 


The relative merit of the inventory method as compared with 
the total cost method will, of course, depend upon the circum- 
stances existing at the time of termination. It can be seen readily 


that where the greater part of the contract has been completed be- 
fore termination, the inventory method may be far more desirable 
since it avoids reviewing in detail the cost of items already com- 
pleted, delivered, and paid for. In circumstances where contracts 
are in the early stages of completion, it may be simpler to use the 
total cost method. In any event, in order to facilitate settlement, 
simplicity should be one of the foremost governing factors, which 
I believe is the reason for the alternate method. 


Statements Required 
Three basic statements are required by the War Department in 
connection with terminations : 
1. A statement of costs incurred directly by the contractor 
with the related profit, if any ; 
2. A statement of the charges of his subcontractors ; and 
3. A statement of the costs incurred by the contractor sub- 
sequent to termination. 


Let us now take up the cost problems which are involved in the 
preparation of the first of these statements, namely, the statement 
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of the contractor’s own costs with related profit, if any. The items 
called for on this statement by Procurement Regulation 15 differ 
under the two methods, since under the total cost method this 
statement will include all of the costs incurred from the beginning 
of the contract to the date of termination and under the inventory 
method will include only the costs incurred on uncompleted work 
at the date of termination. Under the total cost method, this state- 
ment would include: 

Direct materials 

Direct labor 

Other direct charges 


Prorated charges including indirect factory expense, ad- 
ministrative expense, and other prorated expense. 


The above items give the total cost to which is to be added the 
contractor’s profit for work done prior to termination, if any. 
From this resultant total there is to be deducted the units com- 
pleted at the contract price. If there is an indicated loss, the cost 
price should be used (See T.A.M. {] 2104 and compare for error in 
PR 15 { 15.405.1). The purpose of this provision obviously is to 
prevent transferring loss on completed units to work-in-process 
inventory at termination. The result measures the total amount 
of the claim exclusive of subcontractor’s claims and gross termi- 


nation costs. 
Under the inventory method the statement of costs would in- 


include : 


1. Raw materials on hand (note 1) 

. Purchased parts (note 1) 

. Work in process (note 1) 

. Tools, dies, jigs, and fixtures not amortized (note 2) 


. Administrative expense (note 3) 
. Other costs (submit detail) 


Total arsount (exclusive of subcontractors’ claims and of 
costs incurred after date of termination) 
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Note 1. Schedules listing the individual inventory items should 
be submitted. The information shown should include location of 
items, quantities, descriptions, unit costs, weights, and disposal 
prices. The inventories should be priced and summarized by ma- 
terial, labor, and burden. 

Note 2. The schedules should show the total cost and the un- 
amortized balance in addition to the information required in Note 1. 

Note 3. Schedule showing the method of computation should 
be included. 

Note 4. Data should be submitted as to the profit which it is 
estimated would have been earned if the contract had been com- 
pleted. 


Direct Materials 


The principal problems in connection with the accounting for 
direct material costs are method of pricing, spoiled materials, and 
inventory control. 

Recognizing that the contractor may to some extent influence 


the method used in termination, the accountant must carefully con- 
sider his accounting procedure in connection with direct materials, 
since under fixed-price contracts the contractor is reimbursed for 
his costs on completed items at a fixed price and reimbursed for 
uncompleted items based upon costs. The method of cost deter- 
mination may in some cases substantially affect the total contract 
price recovered by the contractor. The accountant should be sure 
that he is not charging costs against completed items which can by 
an equally acceptable accounting method be allocated to uncom- 
pleted work at termination. This point should be carefully consid- 
ered when the inventory pricing method is established so that all 
of the high-cost inventory items are not charged off at the begin- 
ning of the contract, leaving the low cost inventory items to be 
absorbed at termination. Of course, under the total cost method, 
since there will be no allocation between direct material cost of 
completed items and direct material cost of uncompleted items, this 
point is not important. However, in the event the inventory method 
would create an unfavorable allocation to the contractor, it should 
be the accountant’s purpose to attempt to use the total cost method. 
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With respect to the method of pricing, the regulations provide 
that any of the commonly used methods are acceptable so long as 
they are consistently followed. 

With reference to spoiled materials, there is very little doubt but 
that normal spoilage will be recognized as an admissible cost at 
termination. In some cases spoilage in excess of normal might be 
questioned upon termination. It certainly would be desirable for 
each contractor to maintain adequate records by contracts. It should 
be recognized that normal. spoilage under war production condi- 
tions would most certainly be higher than normal spoilage in peace- 
time activities. A great deal of so-called spoilage might be due to 
engineering changes, and I would recommend that adequate records 
be kept showing the reasons for any unusual scrapping of material. 
Excessive spoilage in the early stages of production might well be 
included as part of the “starting load,” but I should like to treat 
the subject of starting load as a separate topic a little later on. 

With reference to the problem of inventory control, it is quite 
apparent that the credibility of the final inventory will be greatly 
enhanced by the existence of a proper and complete accounting 
system for materials. 

For example, Chapter 4 of the Termination Accounting Manual 
which is prescribed for use by all agencies of the War Department 
in connection with fixed-price contracts indicates that the follow- 
ing steps should be taken with reference to the review of material 
costs. 


Section 3403—General Objective. The auditor should 
determine that the amount for direct material costs repre- 
sents materials actually used on the contract and still on hand 
and which are fairly applicable to the contract at the cost in- 
curred by the contractor. 

Section 3405.1—A representative portion of the individual 
entries originating from purchased distributions should be 
checked. 

Section 3405.2—A representative number of the individual 
summaries examined should be checked for clerical accuracy. 

Section 3405.3—A representative number of the items ap- 
pearing on the individual summaries should then be traced 
to the underlying invoices. 
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Section 3405.4—Part of the invoices should be reviewed 
to determine that they are properly supported by purchase 
orders and receiving reports. 


These sections are followed by certain definite instructions per- 
taining to the review of stores requisitions, and it is indicated that 
a representative number of requisitions will be examined to deter- 
mine that— 


a. Prices used are properly supported by purchase invoices 
and that pricing is consistently applied on the basis of an 
acceptable method such as first-in, first-out ; average cost, 
or last-in, first-out. 

. Using department is indicated by receipt or other desig- 
nation. 

c. Computations are accurate. 

d. Requisitions are authorized by responsible personnel. 

e. Accounting distribution is proper. 


Direct Labor 


Granting the existence of a proper accounting control of direct 
labor costs, no particular problem is presented by this item with 
the possible exception of the cost of overtime and shift premiums. 
With respect to these items it appears that the position is well 
established that such premiums must be handled consistently in all 
of the work done, and the Government should not be charged with 
the overtime or shift premiums while non-governmental work is 
relieved of such charges. 


Other Direct Charges 


These present a number of important problems. In many cases, 
the amount involved is quite substantial. Also, there exists in some 
of the cases a difficult problem of substantiating the applicability 
of the charge to the contract. Some of the more important of these 
charges that seem to merit discussion are: 

1. Special tooling. 
2. Engineering and executive salaries, and traveling ex- 
penses. 
3. Plant rearrangement. 
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4. Employee training. 
5. Experimental and research expense. 


The principal problem in connection with special tooling is that 
of insuring that all of the special tools purchased under the con- 
tract are accounted for as such. The contract may provide that the 
special tooling be purchased and billed directly to the Government, 
or to the prime contractor, or that its cost be prorated over the 
units to be produced under the contract. It follows that no de- 
preciation or amortization is permitted on tools or special equip- 
ment absorbed in the contract price. However, in some cases where 
DPC has purchased special equipment, the rental charge made by 
them is an admissible cost. The matter of prorating the cost of 
tools or special equipment over units covered by two or more sim- 
ilar contracts should be agreed upon at the time of negotiating the 
second and subsequent contracts. I know of several cases where 
the original contract has borne the major cost of tooling and sub- 
sequent contracts bore only such additional tools as were neces- 
sary to increase the rate of production, even though such contracts 
were with different prime contractors or different agencies of the 
Government. 

The need for adequate record in connection with special equip- 
ment is further illustrated by the following special type of situ- 
ation which has occurred on occasion. I know of a situation where 
equipment was purchased to conform to the original specifications 
under the contract, but where substitute equipment had to be pur- 
chased to conform to changes in the specifications. The original 
equipment was set aside, presumably not to have any further use. 
Then some bright young war worker in the department with a 
strong patriotic urge discovered that by making certain changes 
in the original equipment it could be put to some useful purpose. 
As a result, when a physical inventory is taken of the Government’s 
equipment at the termination of the contract, the original equip- 
ment as such will have disappeared. In such case it would be quite 
apparent that in the absence of adequate records indicating what 
had taken place, the good faith of the contractor might well be 
questioned. 

The problem of properly accounting for the cost of engineering 
and executive salaries and traveling expenses is both important 
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and difficult. While such costs under ordinary conditions are in- 
cluded in overhead to be prorated over all work done, this works 
to the disadvantage of the contractor in those cases where the con- 
tract was terminated or cancelled in the early stages. It must be 
recognized that much of the time and effort of the engineering and 
executive staff may be devoted to the contract before production 
can begin. In fact it is quite common experience that perhaps for 
months on end all of the time of a chief engineer, a production 
executive, or of a chief accounting officer may be devoted to a con- 
templated contract only to have the contract or letter of intent can- 
celled before, or shortly after, production has begun. It seems then 
in all fairness to the contractor that an accounting procedure must 
be established to recognize these costs as direct costs of the con- 
tract. In our case we have a special method for handling this 
problem which I will discuss subsequently in connection with the 
general problem of pre-contract costs. 

Plant rearrangement, employee training, and experimental and 
research expenses are also important problems and will be dis- 
cussed subsequently along with salaries and traveling costs. 


Prorated Charges 


Prorated charges as indicated earlier include indirect factory 
expenses, administrative expenses, starting load and other prorated 
expenses. The principles governing the admissibility or inadmis- 
sibility of such items have been pretty well established starting 
with publication of the T.D. 5000 and the so-called “Green Book.” 

Normally overhead will be charged to the work done in the same 
manner as was customary in the peacetime operations of the com- 
pany. This practice insures that production and sales will absorb 
the various administrative and capacity costs of the organization. 
Overhead rates are established in terms of the expected output. 
However, in wartime many companies have found themselves in 
the position of selling engineering ability rather than production 
capacity, and have found themselves with considerable idle plant 
facilities due to their inability to meet and selve engineering prob- 
lems. Many industrial managements have recognized that in order 
to absorb the overhead arising from idle plant facilities they must 
utilize their engineering talents to produce the greatest production 
volume in the shortest possible time. This viewpoint was not only 
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economically sound but was essential for the prosecution of the 
war effort. The recognition that engineering and development ef- 
fort govern productive capacity will lead to the conclusion that 
this is a logical basis to absorb general overhead. This is particu- 
larly applicable in cases involving early termination where a situ- 
ation arises in which the relationship between sales and production 
on the one hand and administrative and capacity costs on the other 
hand are out of line as compared with normal peacetime operations. 
For example, what should be done in the not infrequent case 
where there is considerable expenditure of engineering, research, 
development, and administrative service in connection with the 
preparation of a contract only to find that the contract is cancelled 
before production begins, thus affording no common basis for the 
allocation of these indirect costs to the contract? Certainly, if sales 
are the basis for liquidating overhead, and there are no sales un- 
der the contract, it is quite obvious that the contract will not be 
charged with its fair share of overhead costs unless some unusual 
steps are taken. It is suggested here that the services rendered in 
the preparation of the contract, whether they be engineering or 
construction (as in the case of the production of certain tools and 
fixtures) be considered the equivalent of sales for purposes of 
overhead absorption. This is not meant to imply that the company 
can ask to be reimbursed for a profit on such pre-contract activities 
but it is claimed that they should be made to bear their fair share 
of the overhead costs of the company. 


A Specific Case 


Let us consider a specific case in which a contract was cancelled 
prior to the time any equipment had been installed or produced. 
This particular contract covered a new development in war ma- 
terial and entailed considerable engineering and development ex- 
penses. This history of the contract was as follows: 


1. The contract was signed April 2, 1942. 

2. Equipment to be purchased and constructed for the Gov- 
ernment’s account was to amount to approximately 
$750,000. 

3. Material to be produced was to amount to approximately 
$1,100,000, 
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4. The material was scheduled to be produced within two 
months beginning December 1, 1942. 
5. The contract was cancelled on June 12, 1942. 


At the date of cancellation the charges accumulated directly 
against the contract consisted almost entirely of engineering sal- 
aries. The company felt that it was entitled to a recovery of some 
part of its general factory overhead and some part of its general 
and administrative expenses since the period that this contract was 
in effect delayed the obtaining of other war work which would 
have absorbed a share of such general factory overhead and gen- 
eral and administrative expenses. While this contract totalled only 
$1,100,000, the management of the company and the Government 
both agreed that the annual contract value involved was probably 
six to ten times that amount and that the factor of overhead ab- 
sorption was material. Having agreed on the merit of reimbursing 
the contractor for some portion of his general factory overhead 
and general and administrative expenses, the Government and the 
company’s accountants arrived at the following solution which is 
interesting in that it illustrates the flexibility of application of ac- 
counting principles in contract termination. 

1. It was agreed that since there was no direct productive labor 
expended on the contract, the company’s usual procedure of ab- 
sorbing general factory expenses on this basis was impossible. 
Therefore, direct engineering labor was used as a basis for dis- 
tributing those items of general factory expense which were allo- 
cable in part to this contract. 

2. It was agreed that since the company had held available cer- 
tain manufacturing space for the installation of equipment under 
this contract that they should be entitled to a floor space charge at 
substantially their actual rates for the period from April 2 to 
June 12. 

3. It was agreed that since no sales had been made it was im- 
possible to allocate general and administrative expenses to the 
contract under the company’s regular method of accounting. Ac- 
cordingly, a fraction was developed with the total amount of the 
contract plus the value of the equipment to be purchased, which 
was considered part of the total contract, as the numerator of a 
fraction, and with the company’s total sales from April 2 to June 
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12 including the total of this contract as the denominator. This 
fraction was applied to those items of general and administrative 
expenses incurred during the period from April 2 to June 12 which 
were allocable in part to this contract. The termination amount so 
determined was passed by the Government and payment has been 
made to the contractor in full. 

I feel that in the above case one of the strongest points to be 
brought out especially for those companies who are not engaged 
in the production of machinery and equipment is that when there 
is a cancellation prior to the time sales are made one of the items 
which should not be overlooked is that the production of this 
equipment is equivalent to a service rendered to the contract and 
that while the company cannot claim a profit on that service it is at 
least entitled to its fair share of the administrative overhead per- 
taining thereto just as would be the case if such equipment were 
being produced for sale in the regular course of the company’s 
business. 


Starting Load Costs 


We have now reviewed some of the more important problems 
in connection with the contractor’s own charges. To the total of 
these costs must be added the profit, if any, and from this total 
must be deducted the amount received for the units completed. In 
the case of war contracts, the element of profit is often rendered 
most uncertain due to the effect of the so-called “starting load” 
costs. In my opinion one of the most important elements of costs 
in war contract accounting is this starting load. Standard costs 
have been assuming a more important position in the field of in- 
dustrial accounting in recent years and I believe that here again 
they can serve an important purpose. It is generally conceded that 
in almost all war contracts the cost curve is a radical one if no 
recognition is given to a proration of the starting load. In order to 
prorate such starting load we must first define it and then arrive 
at a formula for segregating it from other costs. I would like for 
the purpose of this discussion to define the starting load as con- 
sisting of those costs in excess of normal arising from intallation 
of new equipment and the training of new personnel. It must be 
recognized that not only does the starting load include salaries and 
overhead expenses, but also the portion of the unabsorbed over- 
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head caused by the lack of normal expected production during the 
pre-operating and training stages. If my definition of the “starting 
load” is acceptable then we have merely to determine the differ- 
ence between actual costs during the pre-operating and training 
period and the normal costs. The pre-operating and training costs 
can readily be determined by ordinary accounting methods, so let 
us consider the determination of the so-called normal costs. For 
the sake of this discussion, let us divide the term of a contract into 
three parts: 

1. The pre-operating stage. 

2. The training and productive development stage. 

3. The normal operating stage. 


The pre-operating stage will be represented by the period during 
which plant facilities are being converted to the purpose of the 
contract; new equipment is being ordered, constructed, and in- 
stalled; personnel is being hired and trained; and organization is 
being created. At the end of this stage which will have to be some- 
what arbitrarily established, units will begin to be delivered al- 
though at a much reduced rate. During the ensuing second stage 
the production rate will increase constantly until such time as it 
will reach a consistent level. At this point we have reached the 
normal operating stage. Accountingwise, let us establish our stand- 
ard or normal cost at the normal operating stage and make it our 
budgeted goal. It will be recognized, of course, that our normal 
cost is not completed until we have apportioned to each unit its 
share of the starting load which should consist of the total costs ac- 
crued during the pre-operating stage plus the unabsorbed costs 
during the training and productive development stage. 


Control of Starting Load Cost 


It should also be recognized that the normal cost may not be at- 
tained for many months, perhaps for a year, after the contract is 
started and in many cases that the starting load under this method 
might be extremely large in relation to the normal cost. It is, 
therefore, extremely important that the starting load be estimated 
in advance, and that it be budgeted and controlled so that manage- 
ment may know from month to month whether they are accumu- 
lating costs in excess of their ability to recover under their fixed- 
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price contract. Therefore, the company accountants should esti- 
mate the total amount of costs which will accrue during the pre- 
operating stage and should estimate the total amount of unabsorbed 
costs, which will accrue during the training and productive devel- 
opment stage. This, of course, is determined by comparing the 
estimated actual cost with the normal cost of the units estimated 
to be produced during this period. It is apparent that a control of 
the cost during this period is extremely important inasmuch as not 
only might the costs themselves go out of line but the rate of in- 
crease of production might fall below that which was estimated 
at the time the fixed-price contract was negotiated. Moreover, it is 
recognized that for tax purposes these costs would be written off 
currently rather than deferred. 

In the company’s accounts under this method profit will accrue 
immediately upon the first shipment provided, of course, the ac- 
tual pre-operating expenses and the unabsorbed expenses during 
the training stage do not exceed the budget. The unabsorbed costs 
will be accumulated as part of the inventory value of the contract 
and will be amortized over each unit as it is completed in accord- 
ance with the pre-established standard or normal. The effect of 
this accounting method on termination is important for it is my 
belief that at the time of termination the unamortized balance in 
the pre-operating and training account can be recovered as part of 
the unliquidated cost of the contract. Please bear in mind that this 
could not be accomplished without the use of a normal or standard, 
nor could any profit be realized on the first units produced until 
such time as the starting load had been exhausted. 


Practice Followed 


In actual practice our accounting procedure is as follows: At 
the time a contract is entered into an appropriation is requested for 
the estimated amount of pre-operating expenses. Up until the time 
production is started all charges in connection with the contract 
are made to this appropriation using the same account classifica- 
tions as are in use in our regular operating statements. At such 
time as production begins the pre-operating appropriation is closed 
and the total amount of charges are transferred to the pre-operat- 
ing and training expense account in the general ledger, which is a 
balance sheet account. All future charges are made to the oper- 
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ating department. Production is credited to the department at the 
standard material, labor and overhead rates and charged to finished 
stores. Any variances or unabsorbed labor and overhead up to the 
amount allowed in the budget are credited to the process depart- 
ment and charged to the pre-operating and training expense ac- 
count. At the time sales are made, pre-operating cost and train- 
ing expenses are credited, and their cost of sales is charged with 
the estimated unit price of pre-operating cost and expenses. 

In actual practice it has been necessary to review our normal 
costs on several occasions, at which time we found it advisable to 
make such changes retroactive and correct the amount of the start- 
ing load deferred. 

The innumerable problems that will undoubtedly arise upon ter- 
mination and the many more that will arise in the event we are met 
with mass terminations at the close of the war will undoubtedly 
place a great burden on the industrial accountants of this country. 
At this time we can only hope, that by reviewing a very small num- 
ber of them, to gain some perspective which will be helpful in 
carrying us through the trying times ahead. Of one thing I am 
certain, and that is that no matter how involved termination ac- 
counting may become, no matter how voluminous the supporting 
schedules and no matter how much more burden is thrown upon 
the industrial accountant in connection with the reconversion of 
American Industry to its peacetime pursuits, good old American 
ingenuity will solve those problems in jig time. 








